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Marlene H. Dortch 
Secretary 
Federal Communications Commission 
TW-A325 
445 12'h St., sw 
Washington, D.C. 20554 

Re: Ex Parte Presentation, 
CC Docket No. 99-68 

Dear Ms. Dortch: 

401 9th S t r e e ~  NW, Suite 400 
Washington, DC 20004 

September 22,2004 

Today, Dick Juhnke and I met with Jessica Rosenworcel to discuss intercarrier 
compensation for ISP-bound traffic. Consistent with its filings in this proceeding, Sprint 
urged that the growth and new market restrictions be lifted, and that the mirroring 
requirement be maintained, and discussed ways of preventing an increase in total ISP 
outpayments. Sprint also cautioned that whatever legal justification is used in the ISP 
Remand proceeding should be carefully crafted to preserve the Commission's ability to 
later adopt a unified intercanier compensation regime for all telecommunications traffic. 
Finally, Sprint referenced industry reports which indicated that the number of dial-up ISP 
users has been declining over the past three years, and is forecasted to continue to decline in 
the future (these reports are attached). 

I request that this letter, which is being filed electronically, be placed in the file for the 
above-captioned proceeding. 

Please contact me at (202) 585-1915 with any questions. 

Sincerely, 

Norina Moy 
Director, Federal Regulatory 
Policy and Coordination 

C: J. Rosenworcel 



7 Percent Growth in 2004 puts year-EndTally at 81 Million Online Users 
Cable Remains Dominant as Broadband Share Hits 37 Percent 

ore than 5.6 million 
customers joined the 
online world in 2003, M with 1.3 million custom- 

ers (a 1.6 percent boost) signing onto 
the services of US.-based residential 
Internet service providers during the 
final three months of the year (see 
Figure 1). The 81,084,021 customers at 
year-end represented a 7 percent climb 
over the end of 2002, a year that had 
seen the addition of 5.75 million new 
users, an 8.3 percent increase for that 
full year. 

The shift toward broadband ser- 
vices accelerated during 2003, with 
high-speed access via cable modems, 
digital subscriber line, and satellite 
services now accounting for 3 1.1 
percent of online customers. That 
compares to a 23.2 percent share in  
2002 and a 15.5 percent share in 2001 
(see Figure 2). Nonetheless, dial-up 
connections remain the dominant 
access format - still accounting for 
nearly 69 percent of the customer base 
at the end of 2003. 

for the sizeable majority of high-speed 
access; it is holding steady at just over 58 
percent of the total broadband audience 
for the second consecutive year. The DSL 
share, which includes a sizeable roster of 

Cable modem service still accounts 

small office customers, also continues to 
hover at the same level - about 41 
percent of the overall broadband market 
for two years running. 

At a recent broadband conference 
in Washington, several analysts wryly 
pointed out that the much-touted parity 

By Gary H. Arlen 
Editor 

Figure 1: Total Online Census by Category 
Customer Base as  of December 31,2003 
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Figure 2. Growth of Broadband Share 

9.60% 18.10% 
84.50% 68.90% 

between cable and DSL penetration has 
been predicted for more than two years 
but continues to elude the telephone 
company providers. 

the shifting position of long-time front- 
runners, such as America Online, which 
continues to struggle for a position in 
the broadband sector. 

Among the trends that emerged 
from TR’s year-end survey of major 
residential Internet service providers, 
several factors bubbled to the top: 
I Price competition has become the 

major factor in  customer decisions 
to stay with or jump to another ISP. 

W Added-value content packagers - 
or aggregators - are finding some 
success in forming alliances with 
ISPs, which are seeking differentia- 
tion. 

more important in selling broad- 
band service to end users. 

The year-end data also underscore 

Retail relationships are becoming 

Diminishing Dial-up 
The strong increase in broadband 

usage is predictably balanced by a 
continuing erosion of the dial-up 
audience, although companies are 
losing share at strikingly different rates. 
For example, America Online lost just 
under I percent of its dial-up customer 
base during the final quarter of 2003; 
compared to the year-end 2002 figures, 
AOL lost about 3 percent, or about 
900,OOO dial-up customers. 

Meanwhile AOL-owned 
CompuServe lost nearly 2.8 percent of 
its sparse audience in the final quarter 
alone. Microsoft Network, which is 
losing interest in its dial-up service, 
saw nearly 7 percent of its dial-up 
customers drop off during the final 
months of the year, bringing MSN 
Internet Access down to 8 million 
customers. Even United Online, which 
had heavily promoted its “higher- 
speed” enhanced dial-up offerings, 
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faced a 2 percent decline in dial-up 
customers for its NetZero, Juno, and 
BIueLight ISP services. 

Among the largest ISPs, only 
EarthLink maintained its dial-up audi- 
ence with a scant 0.37 percent growth 
(14,000 customers) during the fourth 
quarter. EarthLink ended 2003 with about 
269,000 fewer dial-up users (-6.7 per- 
cent) than it started the year - reflecting 
its dial-up dropoff d e r  in the yeax 

Only PeoplePC (owned by 
EarthLink) showed a sizeable dial-up 
audience increase during the fourth 
quarter, jumping by 129,000 customers 
(43.7 percent). Most of those customers 
are believed to be online newcornen just 
being exposed to their first computers 
and online connections. Some analysts 
sneer at this audience as low-due  
“latecomers” who will not attract adver- 
tisers or pay for value-added services. 

1.36 percent during the final quarter 
and 3.3 percent (about 1.9 million 
users) during the entire year. 

nications Industry Association (con- 
ducted by In-StaVMDR) underscores 
the significance of the broadband 
transition - namely, the far greater 
amount of time that high-speed cus- 
tomers spend online each week. Ac- 
cording to the TIA research, cable 
modem users devote nearly twice as 
many hours per week to their online 
activities as dial-up users (see Figure 3) 

Overall, the dial-up share declined 

A recent study by the Telecomrnu- 

Finding Ways to Sustain 
Dial-Up 

Amidst the flagging interest in dial- 
up services, a few new promotional 
efforts are underway. 

ously announced “Netscape” access 
AOL officially launched its previ- 

Figure 3. Online Hours-per-Week 
Based on Access Format 
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service at $9.95 per month. It includes 
unlimited dial-up access, an e-mail 
account, and a limited array of browser 
tie-ins. The new Netscape service 
debuted too late for user tallies to be 
included in the 2003 year-end data. 

United Online unveiled new ver- 
sions of NetZero HiSpeed and Juno 
Speedband that include a tiered e-mail 
storage service. Current Juno and 
NetZero customers can now subscribe 
to MegaMail, featuring 25 Mb of e- 
mail storage and advanced mail man- 
agement features, for $9.95 per month. 
New subscribers to NetZero HiSpeed 
and Juno Speedband will automatically 
receive the MegaMaiI service. Users 
who wish to purchase additional space 
will have the option of MegaMail 100, 
which offers 100 Mb of storage for the 
introductory price of $24.95 per month. 

Pac-West Telecom Inc., a California 
competitive local exchange carrier, is 
packaging its “Dial Broadband” ser- 
vice, providing its own customers and 
other ISPs an enhanced dial-up service 

TR’S ONLINE CENSUS 
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DSL Internet Service Providers I 

America Online $39.95 786,760’ 881,171’ 12.00% 

($49.95 without bundle 

(Broadwina Communications) 

Verizon High Speed Online $29.95 per month f,666,586 f.869.586 12.18% 
(Verizon Communications Inc.) 
TOTALS 9,302,496 10,256,075 10.25% 
‘Estimate 

for 12 months 

tions, Inc., and for other broadband 
users. Microsoft in  January unveiled 
two upgrade services: 

MSN Premium costs $9.95 per 
month. or $99.95 per year, and 
includes “spam” filtering, parental 
controls, a personal finance pro- 
gram, the MSN Encarta encyclope- 
dia, advanced photo-sharing, 
anti-spyware software, and multiple 
e-mail accounts. 
MSN Plus, costs $5.95 per month or 
$49.95 per year, and comes without 
the encyclopedia, parental controls 
and other family-oriented features. 

Also in the content add-on category 
aimed at broadband customers, Yahoo! 
has introduced Yahoo! Plus service for 
$5.95 a month; it offers videos, games, 
and e-mail storage. And AOL continues 
to promote its $14.95 per month pack- 
age of services to customers with 
broadband connections who can “bring 
your own access” (BYOA). 

America Online is underwriting 99- 
cent movies -streaming video-on- 
demand access to recent feature films 
packaged by MovieLink. which is 
owned by five Hollywood studios. (The 

Among other broadband features, 
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I 

Cable Modem Internet Service Providers I 

I Comcast High Speed Internet $39.95 
(Comcast Corporation) 

4,861.000 5,283,900 8.70% 

Charter Pipeline $45.95 1.574.800 1.662.900 5.59% 1 (Charter Communications) 

Powerlink $44.95 839.622’ 982.61 1 17.03% I (Adelphia Communications Corp.) 

7.28% 280.000 MediaCom 261 ,OOO I (MediaCom Communications Corp.) 

Insight Broadband $34.95 208,500 230,100 10.36% 
I Ilnsiaht Midwest. L.P.) 

TOTALS 

’Estimate. 

13,597.198 14,709,648 8.18% 

same movies are available directly 
from MovieLink’s Website, typically 
for about $3 or $4 per play.) 

In addition, several newcomers are 
aggregating content for the broadband 
market. For example, Synacor Inc., a 
Buffalo, N.Y., firm, is expected to unveil 
deals soon with DSL providers to add its 
“Portelus” package of online subscrip 
tion services for varying monthly fees. 
Synacor is pushing its integrated billing 
and value-added appeal that allows DSL 
providers to beef up their offers to 
compete with cable services. 

Retention in a Competitive 
Arena 

A confusing TV ad campaign 
pitting Comcast versus Verizon under- 

scores the growing effort to lure cus- 
tomers to competing high-speed op- 
tions. Comcast has virtually duplicated 
the format of a Verizon commercial (a 
man’s legs are pacing around a living 
room, as he apparently talks on the 
phone to the new-customer agents at 
each provider). Of course, each com- 
mercial ends differently - as he is told 
about the comparative capabilities and 
prices from each supplier. 

The commercial reinforces a recent 
finding from BelISouth Corp. research, 
which indicated that “price” (cost of 
service) is the main reason for chum 
among DSL customers. BellSouth 
concluded that it is more likely to retain 
customers if it provides more pricing 
options. BellSouth continues to offer 

TRS ONLINE CENSUS 



Fourth Quarter 2003 7 

Satellite Broadband Internet Service Providers 

Slatband I (Starband) 
$69.99 plus equipment 38.0oO 0.00% 

TOTALS 216.000 216,000 0.00% 
L 

premium rates in the $40 to $60 per 
month range, but its new tiered DSL 

Speeding Up DSL 
Competition 

pricing structure allow price-sensitive 
customers to drop down to a lower-cost 
service rather than disconnect from 
DSL and shift to another carrier. 

Adding Features to Cable 

BellSouth is adding a 3 Mbps 
premium speed tier to its current 
FastAccess (I  .5 Mbps) and FastAccess 
Lite (256 Kbps) DSL offerings. The 
company, which vows to step up its 
marketing efforts, expects to reach 2.2 
million DSL customers and generate $1 
billion in DSL revenue in 2004, accord- 
ing to Bill Smith, BellSouth’s chief 
technology officer. Smith also sug- 
gested, in a speech to a Wall Street 
group, that BellSouth may also add a 5 
Mbps service to about half the 
company’s customer base using exist- 
ing ADSL technology. 

In addition to the different tiered 
DSL services, BellSouth is testing a 
bandwidth-boosting service for its 
lower-speed customers. When using a 
paid BellSouth content service such as 
its movie-on-demand service provided 
by MovieLink, a DSL line would use 
the entire capacity of the copper Imp 
for the duration of the download, 
effectively adding a “turbo” button to 
every customer’s DSL service, Smith 
said. 

Recognizing that broadband 
customers are quickly installing home 
networks, EarthLink has launched a 
promotion that wilI underwrite distri- 
bution of Linksys wired and wireless 

Services 
Comcast has launched ‘The Fan,’ a 

broadband-powered multimedia player 
for its high-speed customers. The 
media player features content from a 
variety of providers including enter- 
tainment, sports, games, and news 
information. The Fan video player uses 
Macromedia’s Flash software, which 
analysts considered a surprising slap at 
RealNetworks’ RealOne and Apple 
Computer’s Quick7ime - and espe- 
cially at Microsoft’s Windows Media 
Player; Microsoft has invested billions 
of dollars in Comcast and its ventures 
over recent years. 

Time Warner Cable’s RoadRunner 
high-speed-data service is offering 
Computer Associates International 
Inc.’s anti-virus and firewall software to 
its subscribers. The deal allows 
RoadRunner subscribers to install CA’s 
“eTrust EZ Armor” antivirus and 
firewall desktop-security suite free-of- 
charge. The software normally retails 
for $49.95. 

I. .,. 
5. 
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home networking products to its 
customers. During the limited cam- 
paign, EarthLink is giving a Linksys 
Wireless-B router (priced at up to 
$79.95) to customers who sign up for 
EarthLink Home Networking service. 
EarthLink Home Networking custom- 
ers can also purchase the Linksys 
Wireless-B Game adapter for $79.95 
that allows Xbox, Gamecube, or 
PlayStation game console users to 
connect to  the Internet for online game 
playing. 

SBC Communications, Inc., has 
expanded its marketing ofyahoo!- 
branded DSL service through retail 
alliances in its 13-state operating 
region. More than 2,000 stores in 
chains such as Best Buy and 
Radioshack, as well as Cingular Wire- 
less and Gateway stores will sell the 
SBCTYahoo! service, which has also 
been available since last year at Staples 
and Micro Center stores through an 
agreement with Getconnected. The 
service is also marketed through Sam’s 
Club, OfficeMax, BJ’s Wholesale Club, 
Menards, h a r t ,  and Super h a r t  
through an agreement with Wireless 
Retail. 

Covad Communications Group, 
Inc., is expanding its nationwide DSL 
coverage area and customer reach as 
part of an overall growth agenda, which 
also includes TI and frame access. The 
recovering broadband canier says it 
will complete the installation of new 
broadband equipment in approximately 
200 central ofices nationwide by mid- 
2004, increasing its nationwide broad- 
band network to more than 2,000 
central offices. Covad’s nationwide 
network currently covers more than 45 
million U S .  homes and business in 96 
of the top metro areas. 

Skyway USA Joins Satellite 
Broadband Lineup 

The satellite ISPs maintain their 
tiny share of the broadband market, but 
the category continues to prepare for 
structural changes. Although StarBand 
has emerged from its bankruptcy, it 
does not indicate any growth during the 
quarter - and indeed its customer level 
has remained relatively static for more 
than a year. 

The fate of DirecPC is also in 
question as its parent company Hughes 
Network Systems awaits several mo- 
mentous developments. HNS was 
included in the package when Rupert 
Murdoch’s News Corp. acquired 
Hughes Communications for its 
DirecTV satellite broadcasting service. 
Most analysts expect HNS to be spun 
off - but no one is hazarding a guess 
about where it will go. Meanwhile, 
HNS’ next-generation satellite - and 
the SpaceWay two-way data service it 
will offer - has been delayed again; it 
is now scheduled to begin service 
during the third quarter of 2004. Offer- 
ing higher-speed Internet access, 
SpaceWay has been HNS’ expected 
savior for the past five years. But the 
question now looms: who will actually 
own and operate the service? 

Meanwhile, a new marketer has 
entered the satellite field. Skyway USA 
is a packager that allows satellite retail- 
ers to offer dial-up Internet services and 
satellite broadband in rural markets, 
where cable modem and DSL services 
are often not available. The Skyway 
USA platform, which uses Digital Video 
Broadcast (DVB) MPEG-2 technology, 
will debut by March, promising a 400 
Kbps service. Transmissions will be 
carried via a SES Astra satellite. The 
company’s initial offering will include a 
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computer system loaded with the 
company’s broadband access software. 
Hardware cost is expected to be $99, 
with total installation and activation fees 
adding up to about $249. Skyway USA 
cites its $49.95 monthly fees as $10 to 
$20 less than DimF’C or StarBand. 
Skyway USA’s residential program is 
offered to satellite dealers exclusively 
through Saturn Distributing. 

Other Researchers with 
Similar Findings 

Cox Communications CEO lames 
Robbins last year characterized the 
Internet numbers game (in response to 
a question from TR ’s Online Census) as 
a world of “dueling data.” Hence a 
variety of independent research contin- 
ues to find slightly varied tallies in the 
online world. Other research probes 
more deeply into the online customer. 

Knowledge NetworkdSRI’s “Home 
Technology Monitor” identified that 
broadband has “become standard 
equipment in the wealthiest online 
homes.” The study found that 
broadband access in online homes 
earning $75,000 or more per year 
reached the 49 percent penetration 
level by autumn 2003. The study 
also found that upscale households 
are 50 percent more likely to ac- 
tively shop online than lower income 
families (including dial-up users). 
Leichtman Research Group, Inc., 
came up with total broadband 
customer base almost identical to the 
TR’s Online Census: 24.6 million 
with 60 percent in  the cable modem 
sector for yearend 2003. LRG noted 
that the 20 largest cable and DSL 
providers reach nearly 98 percent of 
US. high-speed customers. It also 
identified that DSL providers’ recent 

Just Beyond U.S. Borders 
Although TR’s Online Census does not include Cana- 

dian or other non-U.S. operations, it is worth noting that 
value-added content suppliers are latching on to such 
ventures. 

Rogers Cable, Canada’s largest cable operator, has 
allied with Yahoo! Inc. in a multi-year agreement that will 
bundle Yahoo’s broadband-oriented content into the high- 
speed cable service. Yahoo will also provide Rogers ‘Hi- 
Speed InterneP subscribers with enhanced e-mail 
services without requiring a change ta their current e-mail 
address. 

The service will be available across Rogers’s broad- 
band network, which reaches consumers in Ontario, 
New Brunswick, and Newfoundland. In aation, Rogers 
ATBT Wireless and Yahoo intend to expand their existing 
agreement to provide Rogers AT&T Wireless customers 
with mobile extensions of Yahoo communication and 
information services. 

price cuts attracted about 45 percent 
of all new high-speed customers 
during the fourth quarter of 2004 - 
the best-ever share of new sign-ups 
(and slightly higher than the steady 
40 percent market share for the DSL 
sector’s installed base). Nonetheless, 
LRG stopped short of suggesting 
that recent DSL surge will enable 
the telephone company providers to 
catch up with cable’s lead. 

W The Yankee Group’s data for year- 
end 2003 also correspond to TROC 
data: about 14 million cable mo- 
dems and 7 million DSL accounts; 
it combines satellite and other 
wireless providers into a group 
serving 400,000 users. Yankee, 
which claims that 70 percent of 
narrowband users eschew broad- 
band because of the price, expects 
lower broadband fees to fuel rev- 
enue growth for online publishers 
and portals as traditional advertisers 

TR‘S ONLINE CENSUS 



i n  Fourth Quarter 2003 

embrace the Web. The research firm 
also predicts that broadband house- 
hold usage will surpass dial-up by 
2006, although it foresees only four 
million more Americans joining the 
online ranks by that date. 
ComScore Networks Inc., an online 
measurement firm, has found that 
broadband access has become the 
dominant format in a handful of 
metropolitan areas. According to 
ComScore research, San Diego has 
the greatest broadband reach with 
52 percent of Internet users con- 
necting via high-speed providers, 
followed by Boston (50 percent), 
New York (49 percent), Providence 
(47 percent), and Kansas City (46 
percent). The San Francisco Bay 
Area and Los Angeles rank ninth 
and tenth with 44 percent, while the 
lowest broadband penetration was 
found in Albuquerque and Santa Fe, 
N.M., with 24 percent. Overall, 
ComScore calculated the national 
broadband level at 36 percent of 
online customers, somewhat higher 
than TR and other researchers 
identified. ComScore found that in 
the largest markets, cable maintains 
the largest share of broadband 
customers except in the San Fran- 
cisco Bay area, where 60 percent of 
broadband subscribers use DSL. 

H Jupiter Research‘s figures came in 
lower than most others. The firm 
acknowledged a year-end 2003 
broadband customer base at only 
about 21.5 million, pointing out 
nonetheless that its tally represents 
a 25 percent broadband “surge” 
during the year. Jupiter supports the 
contention that increasing DSL 
adoption will push the price of 
high-speed access lower. According 

to the Jupiter report, 47 percent of 
dial-up consumers said they would 
be “somewhat” or “very” likely to 
subscribe to broadband in the next 
year. But only 22 percent expressed 
interest if the price remains in the 
“pricey” $45 monthly range. 

I Meanwhile, the Pew Internet and 
American Life Project has deter- 
mined that there’s a slackening pace 
in the growth of the U.S. Internet 
audience. Pew found that the 
expansion has been slower during 
2002 and 2003 than in previous 
years, but also identified that the 
1-26 million online users (i.e. actual 
customers, not household accounts) 
are “becoming more attached” to 
their online connections. More than 
66 million people go online on any 
given day, according to Pew. Nearly 
a third of users who access the Web 
from home have a high-speed 
connection, the study confirmed. 
The U.S online population is split 
nearly evenly between men and 
women, while seniors and blacks 
are less likely to log on, Pew found. 

Government Broadband 
Initiatives 

Statistical information affirms the 
online audience is solid -but its 
direction is malleable. 

As broadband becomes a political 
vehicle as well as a business dynamo, 
policy wonks continue to raise questions 
about the role of broadband in the na- 
tional agenda. Inevitably, such discus- 
sions point toward the greater broadband 
penetration in South Korea or Taiwan, 
where government-underwritten con- 
struction programs have pushed Internet 
access. Those densely populated nations 
also have the advantage of “building up” 
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-that is wiring massive multifamily 
dwefling units (such as high-rises), which 
is typically far cheaper than stringing 
connections to the single-family homes 
that are more typical in the US. 

The United States ranks 11” world- 
wide in broadband use, according to a 
recent United Nations report. The report 
places the U.S. behind such places as 
South Korea, Hong Kong, and Iceland. 
The low government-subsidized pricing 
(in addition to the construction support) 
is credited with high-speed penetration 
in some countries, where broadband 
access costs the equivalent of $27 per 
month, down from $40 a year earlier. 
The European Union has set a goal of 
widespread broadband access in its 15 
nations by 2005. South Korea’s govem- 
ment is spending $50 billion to extend 
broadband to businesses and homes. 

In the U.S. similar federal initiatives 
seem unlikely, but several states in the 
U.S. are developing plans to underwrite 
- most likely in collaboration with 
private enterprise - broadband access 
to every home. Typically, the efforts are 
spurred by expectations that broadband 
access will trigger economic growth. 

The most ambitious agenda seems 
to be the “Gigabit or Bust” project, 
managed by the Corporation for Educa- 
tion Network Initiatives in California 
(CENIC). Like other ventures, it is 
focused on higher education and 
academic programs. CENIC envisions 
networks that can delivery one gigabit 
per second broadband to all Califor- 
nians by 2010 - at home, in  schools, 
and to workplaces, 

Michigan, which has lagged in 
broadband deployment, has created the 
Michigan Broadband Development 
Authority to spur creation of high- 
speed start-ups with low-interest loans. 

It expects to lend as much as $15 
million in 2004 to attract broadband 
companies that target under-served 
markets. The first $350,000 loan went 
to ISP Wireless in Alma, Mich., which 
sells wireless high-speed access. 

Other states are joining the publicly 
funded effort to promote broadband 
access. 

25 Year Benchmark 
2004 marks the 2Yh year since TR’s 

Online Census and its predecessor 
publications began regular tallies of the 
online audience. That dates back to an 
era when CompuServe had 5,OOO 
customers (as it did in the first mea- 
surement) and its chief rival at the time, 
Source Telecomputing, had an almost 
identical tally. It was a time when 
publisher-owned online ventures, such 
as Dow-Jones News Retrieval and other 
long-defunct “ASCII” text services 
sought to reach a few thousand users in 
the years just before and during the 
birth of the personal computer. 

It was a world of IZW-baud access 
(1.2 Kbps) - and often slower speeds, 
fraught with public policy battles about 
the role of telephone companies and 
their competitors (including nascent 
cable TV carriers) in delivering pmpri- 
etary-technology data services. 

The current penetration of online 
services (nearly 80 percent of US. 
homes), fueled by standardized Web 
browsers and easily accessible distribu- 
tion tools, demonstrates what two-and- 
a-half decades of development can 
deliver. The latest concepts for state- 
supported broadband services and 
enhancedhundled applications pack- 
ages - not to mention creative pricing 
schemes - augur an era of even- 
livelier online progress. B 
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US Fixed-Line Model: Broadband Market 
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DSL Economics I: Continued Broadband Adoption to Drive 
22% DSL Revenue Growth Through 2008 

~ ~~ ~ ~~ ~ ~. ........ ~ .~ ~ . ~~ -~ . ~ 

10/14/2003 YTD EPS PIE 
Closing Target Rel. 

Ticker Rating CUR Price Price Perf. 2002A 2003E 2004E 2002A 2003E 2004E Yield 

SBC 0 USD 21.40 30.00 -40.3% 2.24 1.64 1.53 9.6 13.0 14.0 5.3% 

vz M USD 31.50 38.00 -38.0% 3.05 2.57 2.31 10.3 12.3 13.6 4.9% 

BLS M USD 23.59 29.00 -28.1% 2.09 2.04 1.95 11.3 11.6 12.1 3.9% 

Q M USD 3.67 6.00 45.9% -0.40 -0.30 -0.13 NM NM NM 0.0% 

SPX 1049.48 47.95 52.75 55.50 21.9 19.9 18.9 1.6% 

0 - Oulperfom. M - Markel-Perform. U - Underperform 

Highlights 

This Research Call is thejirst in our series examining the economics ofDSL from the RBOCperspective. 
This call sets up our current forecast for  the consumer broadband murket and DSL, specifically by 
outlining the subscriber and pricing assumptions underlying our industry models and RBOC forecasts. 

The market for DSL services is estimated to grow 22% annually over the next five years off a 2003E base 
of $2.5B. Underlying that outlook is a broadband subscriber growth forecast calling for 26% growth 
modestly offset by price decay averaging (5.6)%. 

We expect broadband penetration of total US households to improve from 15% in 2002 to 58% in 2008, 
driven by modest gains in online penetration of PC households, an improving price/performance ratio vis 
a vis dial-up, and internet content increasiagly designed for broadband connections. 

Within the mix of on-line subscribers, DSL is expected to gain 19 percentage points of share, shifting a 
17% / 7% / 76% subscriber share ratio for cable/DSL/Dial-up in 2002 to 46% / 27% / 25% by 2008E. 

We see current DSL monthly churn rates of nearly 5% - 200bp higher than cable modem rates - as 
temporary and driven half by poor customer targeting and post-sale follow-through and half by 
competitive chum. Over time, DSL churn rates will migrate toward cable modem levels of 30/,  with 
improved customer targeting, provisioning and a better value proposition driving the gains. 

At $2.5B, consumer DSL remains a small revenue stream in the context of the RBOCs’ S160B combined 
2003E toplines, accounting for little less than 20/0 of the total. However, over the next five years, DSL 
will drive greater than 15% of the RBOCs’ topline growth. 

Investment Conclusion 

While the consumer broadband market will continue to be an important facet of the RBOCs’ strategies over 
the next five years, it is unlikely to offer sufficient growth to offset much of the compression expected 
elsewhere in the companies’ core wireline business. We anticipate incremental share shifts in DSL’s favor 
-magnified by improvements in chum - to be taken positively by the market, although recent price 
reductions and the drag from higher subscriber acquisition costs (due to higher gross adds) will mask much 
of the positive potential impact. While we are neutral on the group, we maintain that investors should 

See last page of this report for analyst certifications and important disclosures. 



BERNSTEIN RESEARCH CALL October 15,2003 

Jeffrey Halpem . halpemjZ@bernstein.com . +1-212407-5958 

exercise caution in being naked the sector as the cyclical sensitivity of telecom revenues is generally 
underestimated and the RBOCs are paying dividends sufficient to justify the wait for a recovery. Within 
that context, we recommend SBC among the RBOCs for its statistically aberrant dividend yield (both 
absolute-and relative to the S&P), for its positive exposure to the upcoming FCC wholesale pricing 
(TELFX) debate, and for its greater level of DBS-Wireline bundle integration suggesting, perhaps, a 
longer wait before fiber-to-the-premise spending begins (though with the concurrent risk of a negative 
earnings surprise if the company is successful selling bundled services). We rate SBC Outperform with a 
$30 DCF-based estimate of fair value. We rate Verizon, BellSouth and Qwest all Marketperform with $38, 
$29 and $6 DCF-based estimates of fair value, respectively. 

Details 

Current Online Market Forecast 

As noted in our joint Research Call with Bernstein’s Cable and Media teams on July 15, 2003 (“Broadband 
Market Shaping Up to be Bigger than Generally Appreciated”), we view the opportunity for consumer DSL 
services to be larger, faster growing and more stable than commonly believed. Over the next five years, we 
estimate the total market for consumer broadband services will grow at an average annual rate of 18% off 
an estimated revenue base of $8.6B for 2003, with DSL gaining significant share at the expense of dial-up. 
Driving this outlook are two dynamics: (1) accelerating penetration rates driven by recent RBOC DSL price 
reductions, and (2) a shift towards websites sporting bandwidth-demanding content (e.g., streaming music 
videos and movie trailers) making the narrowband experience ever-more unpleasant. 

Relative to penetration, continued growth in PC households will drive a technological push towards on-line 
services which, in turn, will translate into increased demand for broadband services. Exhibit 1 and Exhibit 
2 show our current forecasts for PC, online and broadband penetration of US households, as well as 
broadband subscribers by technology. As can be seen from the exhibits, 70% of households had PCs at 
year-end 2002 while 88% of those claimed to have Internet access. Within the online subset of households 
(62% of total households), nearly 25% were using broadband access connection at year-end 2002 with fully 
a third expected by year-end 2003 ( i t . ,  DSL, Cable Modem, Satellite-DSL hybrid, etc.). As Exhibit 3 
shows, we expect broadband’s penetration of online households to climb steadily over the next five years 
reaching 73% of online subscribers or nearly 66 million households by 2008. Of the available broadband 
options, we expect DSL’s share of subscribers to increase by no less than 500bp off a 2003 market share of 
30% as the value proposition of DSL vis a vis cable and dial-up is becoming more attractive and because 
the carriers’ target marketing and provisioning is improving, cutting chum longer-term to levels 
approaching those of the cable companies at -3%. 
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Exhibit 1 
Consumer Internet Market by Connection Type 

US Technology Penetration 
140 
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Exhibit 2 
Consumer Online Connections by Type 

Consumer Subscribers by Online Technology 
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Broadband Update: DSL Share 
Reaches 40% of Net Adds in 4Q; 
Overall Growth Remains Robust 

BLS $26 M (9% $21 4 3 1  $2.07 $2.08 $1.89 1 2 . 5 ~  1 3 . 8 ~  31.6% 

V 2  37 M 6 31 - 41 2.62 2.36 2.31 15.7 16.0 4.1 

Q 4 0 (3) 3 - 5  (0.38) (0.35) (0.03) nm nm 
CMCSA 29 0 (13) 27-  36 (0.04) 0.45 0.75 64.4 38.6 
cox 31 0 (11) 25-  34 (0.22) 0.37 0.54 83.8 57.4 
cvc 22 M (6) 15 - 24 (1.041 (1.30) (1.18) nm nrn 

SBC 24 M (6) 19 -27  1.55 1.43 1.28 16.8 18.8 4.9 

Overview 
DSL net subscriber additions share versus cable reached 
39.7% in the fourth quarter, reflecting renewed RBOC 
emphasis on marketing and promotion of DSL services, 
improvements in customer quality of service and ex- 
panded availability. We expect cable's share of 
broadband subscribers to fall from 67% at the end of 
2003 to just under 60% in 2008, while DSL's share 
grows from 30% to 33%. 

The consumer broadband market grew by 43% in 
2003, adding seven million subscribers to bring total 
broadband households to 24 million. Erosion of the dial- 
up market continues at a rapid pace. The four largest 
dial-up ISPs lost a total of 900,000 narrowband sub- 
scribers during the fourth quarter. and 4.6 million sub- 
scribers for the year. 

We expect continued strong growth in 2004, with 
the market growing by over nine million subscribers. 
We forecast that consumer broadband subscribers will 
grow at an average annual rate of 22% over the next 
five years, from a 2003 base of 24 million to 65 million 
in 2008. 

We expect contjnued erosion of pricing for both 
cable and DSL. with annual ARPU declines of 5% and 
8%. respectively, as bundling, promotion and tiering all 
contribute to lower price realization. 

While we expect DSL to continue gaining share of 
net adds versus cable, consumer broadband is unlikely to 
offer suficient upside ro offset much of the compression 
expected elsewhere in the RBOCs' core wireline busi- 
ness. We remain neutral on the telecom group. 

Broadband growth remains a key underpinning of 
continued cable revenue growth. We continue to rec- 
ommend investors overweight the cable group. 

Online Market Forecast 
With full-year 2003 results now reported for the 
large broadband service providers. we have revis- 
ited our broadband subscriber penetration esti- 
mates and net add forecasts. As predicted in our 
last overall market forecast, Weekly Note July 18. 
2003, "Broadband Market Bigger Than Expected," 
the market has sustained stronger-than-consensus 
growth, finishing the year at 24.1 million subscrib- 
ers. As forecast, DSL has gained market share over 
the period on the back of more aggressive pricing 
and faster additions to availability. We continue to 
view the opportunity for consumer cable modem 
and DSL services to be larger. faster growing and 
more stable than commonly believed. 

Over the next five years, we estimate the total 
market of broadband services subscribers will 
grow at an average annual rate of 22% off a base of 
24.6 million in 2003, with both DSL and cable 
gaining significant share at the expense of dial-up 
(see Exhibit 1). Driving this outlook are two dy- 
namics: (I)  continued strong growth in penetration 
rates as the RBOCs and cable more effectively 
market and deliver on the value proposition of 
DSL and cable modem service: and (2) a shift to- 
wards Web sites sporting bandwidth-demanding 
content making the narrowband experience ever 
more unpleasant. The RBOCs will enjoy faster 
growth, benefiting from a smaller base, as well as 
continued increases to market share. 

Of the available broadband options, we expect 
DSL's share of the installed base of broadband sub- 
scribers to increase from 30% to 33% in 2008 as the 
value proposition of DSL versus cable and dial-up 

%BERNSTEIN RESEARCH A P R I L 8  2004 



4 BROADBAND UPDATE: DSL SHARE REACHES 40% OF NET ADDS IN SQ; OVERALL GROWTH 
REMAINS ROBUST 

(Million Households) 2W2 2W3 2004E 2W5E 2W6E 2W7E M08E 
Online Techncdoov - Households 
Cnnventiond E ~ I . u ~  50.2 48.5 43.0 37.2 32.0 27.6 24.3 
xDSL 5.0 7.3 10.6 14.0 17.0 19.6 21.7 
Cable 11.5 16.2 21.9 27.2 31.9 35.8 38.9 .. . ~~ ~ 

Other Broadband Online 0 3 0.6 1.0 1.4 2.4 3.4 . 4.6 

Memo: Broadband Households 16.8 24.1 33.4 42.6 51.3 58.8 65.2 
Total M n e  Hwvhdrk 67.0 72.6 . 76.4 79.8 83.3 86.3 89.5 

Online Technology- Sbre 
Conventional Dial-Up 74.9% 66.8% 56.2% 46.6% 38.4% 31.9% 27.1% 
xDSL 7.4 10.1 13.9 17.6 20.5 22.1 24.3 
Cable 17.2 22.3 28.6 34.1 38.3 41.4 43.5 
Other Broadband Onlinc 0.4 0.8 i .3  1.8 2.9 3.9 5.1 
Memo: Tolal Broadband 25.1 33.2 43.8 53.4 61.6 68.1 12.9 

Source: Nielsen Research. corparatc rcparts and Bernstein cstirnalcs. 

improves, and the RBOCs continue to focus on 
service improvements and churn reduction. 

DSL Continues to Grow Market Share vs. Cable 
Aggregate fourth-quarter net additions for the 
RBOCs grew at over 42.1% year-over-year, repre- 
senting an acceleration from the 31% seen in the 
third quarter of 2003. By contrast. cable net addi- 
tions were actually down slightly (3.1)% from the 
year-ago period, after notching year-over-year 
growth of nearly 8.5% in the third quarter. Al- 
though DSL continues to lag cable in absolute 
number of additions, DSL's market-share gains 
represent a clear trend toward convergence of 
market share, as forecast in our July report. 

DSL's share gains reflect four factors: - 
A modest narrowing of cable's gross addition 
lead, based on DSL's more aggressive pricing 
and narrowing availability disadvantage; 
Falling DSL churn rates, as RBOC installation 
and service levels improve (resulting in. 
higher net additions as fewer customers are 
lost to churn): 
The law of large numbers, as cable modem 
churn rates apply to its larger installed base 
(requiring an acceleration of gross addition 
share in order to maintain net addition 
share); and 
RBOCs continued to expand DSL-addressable 
homes in 2003. Though most of these infra- 
structure upgrades are complete, Qwest 
plans to expand availability from 45% to 60% 
in 2004. 

DSL's market share gain of gross additions - 
where the battle for new customers is actually 
lought - reflects its lower pricing as introduced in 
May 2003. coupled with a narrowing of cable's 
historical availability advantage. We estimate that 

cable's share of gross additions has fallen from 64% 
to 59% over the past year. Share of net additions 
continues with the same trend, but is exacerbated 
by improving churn rates as DSL providers have 
focused on customer quality of service. marketing 
and promotion, and expanded availability. Cable's 
fourth-quarter market share of net additions fell to 
60.2%. from 65.5% in the third quarter of 2003, with 
DSL's share growing by a like amount. 

Since the pricing actions from Verizon and SBC 
in early 2003, prevailing a la carte DSL rates have 
remained at a $5-$10 per month discount to cable 
modem service (generally $39.99 or $34.99 versus 
typical cable rates of $44.99 per month). Over the 
same period. promotional rates have settled at ap- 
proximately $29.99 per month for both cable and 
DSL, although the Bells' "promotional" bundled 
discounts tend to run indefinitely versus cable's. 
which roll off typically in three to six months. The 
most interesting change over the last several 
months was a rise in SBC's lead-offer price a t  the 
beginning of February, from $26.95 .to $29.95, 
which seems to have temporarily alleviated con- 
cerns of a price war in high-speed Internet access, 
despite the fact that only a fraction of SBC net adds 
qualified for it. 

DSL's share gains also reflect a shrinking 
"availability gap," as forecast in our July report. At 
the end of the fourth quarter of 2003, broadband 
service was available to an estimated 92.3% of ca- 
ble subscribers nationally, up 540 bp from 86.9% at 
the time of the RBOC price cuts (after the first 
quarter). By contrast, DSL's availability expanded 
by 790 bp over the same period, from an access 
line-weighted 65.7% at the end of the first quarter 
to 73.6% today. (Investors should note that the de- 
nominators for DSL and cable-modem service are 
not perfectly comparable: RBOCs' available homes 
approximate 100% of households, less those which 
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Broadband allows businesses to increase productivity, 
resulting in substantial economic and job growth. See FCC 
Pet. 4. Consumers receive benefits in the form ofmore efficient 
service from the business sector, and also in the form of new 
applications that broadband enables, such as public safety 
services, telecommuting, education, telemedicine, and employee 
training.* Broadband also fuels the development of new and 
innovative services, including Internet-delivered video, audio, 
and voice communications. For example, broadband 
connections have made possible “voice-over-Internet-protocol” 
(or “VOIP”) services, which now compete with traditional 
telephone services. Fourth Section 706 Report,  at 24. 
Next-generation networks, including the FTTP networks that 
Verizon is deploying, will allow video offerings in competition 
with the video programming services currently available from 
broadcast, cable television, and satellite operators. 

7 
It is not surprising then that over the last several years the 

popularity of broadband services has grown exponentially. 
Indeed, &sadband Internet access recently surpassed 
dial-up for the first time as the primary mode of Internet access 
n th s  country. See Vauhini Vara, High-speed Surpasses Dial- 
Up as op ome Web Access in US.,  Wall St. J., Aug. 18,2004, 
at D4. As of April of 2004, fifty-five percent of adult Internet 
users had broadband at home or work. See Fourth Section 
706 Report, at 32. 1@ 5T 

2. See Fourth Section 706 Report, at 24,28,47; Inquiv Concerning 
the Deployment of Advanced Telecomms. Capability to All Ams. in a 
Reasonable and Timely Fashion, 19 F.C.C.R. 5136, 5136-37 (2004); 
FCC, News Release, Unleashing the Educ. Power ofBroadband (Sept. 
8, 2004), at http:/ihraunfoss.fcc.gov/edocs_public/attac~atc~OC- 
251908Al.pdf (quoting FCC Chairman Michael K. Powell as stating 
that “[blroadband is an essential tool to prepare today’s young people 
for tomorrow’s workforce and to facilitate lifelong learning for students 
of all ages”); Matthew D. Bennett, Alliance for Public Technology, 
A Broadband World: The Promise ofAdvanced Servs., 2003, at http:ll 
apt.org/confer/broadband-world.pdf. 


